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GENERAL COMMENTS
The regulations proposed under Section 482 on August 2,
1966, are a revision of the proposed regulations published on
April 1, 1965 and an extension of such regulations to cover inter
company transfers of intangible property and intercompany sales
of tangible property.

The drafting of the proposed regulations was a difficult
task; the area involved is complex and troublesome.
It is obvious
that considerable time, effort and thought were devoted to the
task.
We regret that the Service felt constrained to depart from
the commendable "rule of thumb" approach utilized in the case of
interest and rental charges and to substitute, in the case of
transfers of intangible property and sales of tangible property,
certain relatively inflexible rules which at best will be difficult
to apply in many cases and which, at worse, will create extended
controversy.
To accomplish better the desired objective of facilitating
and expediting the examination of the returns of related taxpayers,
we recommend that the regulations be revised:

1.

to provide a reasonable degree of certainty
by prescribing acceptable "rules of thumb"
in the pricing area;

2.

to indicate clearly that the specific methods
and formulae prescribed in subsections (b)
through (e) of proposed Regulation Section
1.482-2 are guidelines only and that taxpayers
shall be given every opportunity to establish
an arm's-length relationship by any reasonable
method;

3.

to state clearly that no adjustments will be
made unless the amounts involved are substantial
in relation to taxable Income;

4.

to provide that these regulations shall be
effective only with respect to taxable years

-2commencing after the date upon which they
become final except that taxpayers may
elect to have them applied to prior taxable
years;
5. to provide for indefinite continuation of
the provisions of Revenue Procedure 64-54
which deals with mitigation of economic double
taxation and to extend these rules to cover
related U.S. taxpayers where a correlative
adjustment is barred by the statute of limit
ations; to provide that the rule of Section
3.02 of Revenue Procedure 65-17 shall not
apply for taxable years prior to the taxable
year beginning after the date upon which
these proposed regulations become final; and,
6. to state that generally adjustments under
Section 482 will not be made in cases where
the related corporation is not availed of
to reduce taxes.

1

"RULES OF THUMB" IN PRICING

With certain minor exceptions, the intercompany
pricing rules laid down by the proposed regulations are theoret
ically sound.
Nevertheless, the infinite variations which exist
in availability and relevance of comparative data will prevent
these rules from reducing the areas of uncertainty and controversy
which now exist.
We recognize that the question of product pricing
defies the uniform application of rules comparable to the 4%-6%
rule on interest charges and the cost-plus-5% rule on rental charges.
Nevertheless, we believe that it is appropriate and necessary to
provide for immunity from Section 482 adjustments in the following
situations:
(a)In cases where finished goods are purchased
and resold by a related company acting as a
distributor;(i. e.
one not dealing with the
ultimate consumer) and the sales company's
profit does not exceed the lesser of (i)
10% of its gross receipts from the sale of all
property acquired and/or sold in controlled
sales, or (ii) 150% of its expenses incurred
in connection with such sales. [Cf. Section
970(a)(1).]
(b)ln cases where a manufacturer sells finished
goods to a related company which resells such
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where materials or components are sold to a
related company which adds substantial value
through further processing of the product, and
the purchasing company's profit on all such
controlled sales does not exceed the lesser of
(i) 50% of the combined profit from production
and sales or (ii) 150% of the cost and/or
expenses incurred in connection with such
production and/or sales. [Cf Regulations
Section 1,863-3.]
The regulations should make it clear that no adverse
inference with respect to the necessity for Section 482 adjust
ments should be drawn from the fact that these "rules of thumb"
are not met in a given case.

2.

EVERY OPPORTUNITY TO ESTABLISH AN ARM'S-LENGTH PRICE

The proposed regulations establish a priority system
for the methods to be used in establishing an arm's-length price
or charge.
For example, the "comparable uncontrolled price" method
must be used if the standards prescribed for applying it are met.
Where such standards are not met, the "resale price" method must
be used if three specified conditions are met, which conditions do
not include the availability of an "appropriate markup percentage"
from the taxpayer's own experience.
We believe that where one must
turn to United States resellers or to industry statistics for
evidence of an "appropriate markup percentage", the presumption
that the "resale price" method is more likely to produce a more
accurate arm's-length price than the "cost plus" method no longer
exists.
Where the conditions for applying the "comparable
uncontrolled price" method are not met, we see no useful purpose
in prescribing the mandatory use of other methods.
The regula
tions should provide that an arm's-length price may be established
through the "resale price" method, the "cost plus" method, or by
any other relevant evidence or method.

Similarly, Proposed Regulations Section 1.482-2(b)
states that where services rendered are not services which are
part of a trade or business, the arm's-length charge shall be
deemed to be equal to the costs or deductions incurred by the
provider with respect to such services unless the taxpayer estab
lishes a more appropriate rate.
This subsection goes on to require
that costs or deductions must be allocated on the basis of full cost
as opposed to incremental cost.
Transactions between unrelated
parties frequently are based upon incremental costs and we urge
that the regulations give even greater emphasis to the fact that

-4in some circumstances an arm's-length charge may be less than the
total of costs or deductions allocated on the basis of full cost.

3.

NO ADJUSTMENT UNLESS INCOME SUBSTANTIALLY DISTORTED

The Treasury's press release on the proposed regula
tions stated that adjustments will be proposed only in those
cases where there have been significant deviations from arm'slength dealings or where there has been significant shifting of
income.
We urge that this language be incorporated in the regu
lations .
In this connection, we see no validity to the require
ment of Proposed Regulations Section 1.482-1(d)(3) that in order
to set off one transaction against another the taxpayer must estab
lish that an arrangement for reimbursement existed.
An adjustment
is appropriate under the statute only if taxes are being evaded
or if income is not clearly reflected.
Implicit in these concepts
is the net effect of all transactions within a taxable year without
regard to arrangements for reimbursement.
The transaction approach
should be eliminated from the regulations.
4.

PROSPECTIVE APPLICATION AND MITIGATION

The regulations should be prospective only.
This is
particularly significant in situations involving only U.S. corpora
tions which do not presently derive any benefit from Revenue Procedure
64-54.
Also, taxpayers have relied on the acquiescence in the
Smith-Bridgman case.
Not until many years after this decision did
the Service explain the meaning of its acquiescence.
Therefore,
it would be unfair to apply the Section 482 regulations retroactively,
especially in light of reliance on the Smith-Bridgman acquiescence.
However, to the extent that a taxpayer desires to rely on these
regulations in connection with prior taxable years he should be
permitted to do so.
The Institute applauds the attempt to seek international
accommodations with respect to Section 482 adjustments.
The sub
mission of the proposed regulations to the OECD Fiscal Committee
is part of the program to see that U.S. unilateral rules mesh with
those of other countries.
In 1965 Stanley S. Surrey, Assistant
Secretary of the Treasury, said:

". . . . The OECD Fiscal Committee has appointed
a working party for this purpose.
We intend, as
a measure of assistance to the working party, to
lay before it our proposed Section 482 regula
tions as they are developed.
It is quite likely
that these regulations may represent a more struc
turally developed and detailed framework of alloca
tion rules than has been formulated elsewhere,

-5and hence may prove helpful as a starting
point and as a way of focusing attention
on a wide range of issues.
We would, of course,
welcome the analysis and discussion which we
expect this would stimulate.
It must be recognized, however, that some time will elapse before
this accommodation becomes a reality.
In the meantime, it is
obvious that the relief provisions of Revenue Procedure 64-54
and 65-17 should be continued, prospectively, as long as the
probability exists for a situation to arise which makes relief
necessary.
The relief granted by Revenue Procedure 64-54 is
applicable in situations involving a controlled foreign entity.
It does not apply in the case of a domestic corporation engaged
in foreign operations.
It seems unfair to grant relief only
to U.S. taxpayers which conducted their foreign operations
through foreign-incorporated companies.
Where a domestic corpor
ation operating abroad has paid foreign income taxes equal to
or exceeding the regular U.S. taxes on such income, and income
is allocated under Section 482 from that company to a U.S. parent
corporation, it is clear that double taxation can result just
as if the corporation operating abroad were foreign.
We feel
that Revenue Procedure 64-54 should be amended to apply retro
actively in such cases.

In addition, as a general rule, where domestic
taxpayers are involved, relief should be provided precluding
a Section 482 adjustment where a correlative adjustment is
barred by the statute of limitations.
This could take the form
of an "offset" without interest along the lines provided in
Revenue Procedure 64-54.

5.

NO ADJUSTMENTS WHERE RELATED CORPORATION IS NOT AVAILED
OF TO REDUCE TAXES

While Section 482 authorized adjustments in order
clearly to reflect the income of any organization, it would seem
to be fruitless to indulge in extended investigation and contro
versy in the majority of cases where there is no incentive for
tax avoidance due to parity of tax rates or where a controlled
foreign corporation is subject to a minimum distribution election
under Section 963 for the year in question.
Regulations Section 1.954-l(b)(3) provides in effect
that a parity of tax rates exists where the effective foreign
tax rate is at least 90 percent of the U.S. rate or where it is
within five percentage points of the U.S. rate.
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Obviously, sales at cost to a foreign subsidiary
cannot be justified solely on the grounds of parity of tax
rates or a minimum distribution election.
However, we believe
that the number of such cases is miniscule and we urge that
guidance be provided to Revenue Agents, either through the Regu
lations or a Revenue Procedure, stating that as a general rule
Section 482 will not be applied to transactions between a U.S.
shareholder and a foreign corporation which meets the requirements
of Regulations Section 1.954-1(b)(3) or which is subject to a
minimum distribution election under Section 963 for the year in
question.
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SPECIFIC COMMENTS

Section
Correlative
Adjustments

1
1.482(d)(1)

1.

The regulations state that the appropriate adjust
ments may take the form of increases or decreases
in income, deductions, or basis and "any other
adjustments which may be appropriate under the cir
cumstances."
Some indication of what another adjust
ment might be would be helpful.
2.

It should be provided that any adjustments which
could be made under Section 482 should be made under
that section, and not under another section
(e.g., Section 61 or 162) which may not necessarily
require correlative adjustments.

3.

The examples should make it clear that the primary and
correlative adjustments are effective for the same
taxable year of the parties Involved.
For Instance,
in example 3 are the 1966 earnings and profits of
Y decreased or are the 1968 earnings and profits of
Y decreased, or are the 1966 earnings and profits of
Y decreased only for purposes connected with 1968 and
later years?
To be more specific, suppose Y pays a
dividend in 1967 out of 1966 earnings and profits.
Are the earnings and profits of Y for 1966 to be
adjusted for purposes of determining the 1967 U. S. tax
liability of X?
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Arrangements for
Reimbursement

1.482-1(d)(3)

4.

Offsets should be permitted based upon the fact of
their existence without the need for establishing
an arrangement.
It should be noted in this connection that Proposed
Regulations Sections 1.482-2(b)(2) and 1.482-2(d)(1)
(ii)(b) support this view in that they provide for a
possible setoff in situations involving advertising
benefits and the rendering of services to a developer.
In such cases, there seems to be no requirement for
an arrangement at all.

Creation of
Income

1.482-l(d)(4)

Relationship to
Section 351
1.482-l(d)(5)

5.
It seems apparent that the Service does not intend to
change its proposals which provide for allocations and
apportionments even if the Income contemplated is never
in fact realized or is realized in another period.
Nevertheless , the committee again must register its
objection to such proposals.
The concepts conflict
with the statute and numerous judicial decisions.
See:
e.g., Tennessee-Arkansas Gravel Co. v. Comm.,
112 F. (2d) 508 (6 Cir. 1940), rev'g B.T.A. Memo Op.,
Docket 86061 (1938); Smith-Bridgman & Co., 16 T. C.
287, acq. C.B. 1952-1, 4, explained in T.I.R. 838;
Dlilard-Waltemlre, Inc. v. Campbell, 255 F. (2d) 433
(CA-5, 1958).

6.
This paragraph should be made more explicit.
If it
is the intention of the Service to limit the applica
tion of Section 482 in the case of exchanges under
Section 351 to the fact situation involved in National
Securities Corporation, 320 U.S. 794(cert. denied);
137 F. (2d) 600, then this should be stated.
If the
intention is more comprehensive, then its ambit should
be more clearly defined.
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Deferred Income
Method of
Accounting

1.482-l(d)(6)

7.
If not previously elected for the taxable year to
which the Section 482 allocations relate, a taxpayer
may elect the deferred income method of accounting
within a certain time limit.
Some indication of just
how the method is elected is necessary.

The time limitations contained in (1) and (11) are too
restrictive and could trap the unwary.
Consideration
should be given to a longer period of time.

Use of Tangible
Property

1.482- 2(c)(2)

8.
The proposed regulations permit services to be rendered
at cost where a taxpayer is not regularly engaged in
the business of furnishing such services to unrelated
parties .
A comparable rule should also be applicable
to situations involving the use of property instead
of the formula set forth.

9.

Some guidance should be provided in determining under
what circumstances a person will be considered to be
engaged in the trade or business of renting property
to unrelated parties.
For example, consider a case
where a taxpayer rents a machine to an unrelated party
for one hour out of each eight-hour day over a sub
stantial period of time.
Will such taxpayer be
considered to be engaged in the trade or business of
renting property to unrelated parties?
10.

The computation of the minimum element for depreciation
appears unclear.
Assume a property which cost $1,000,000
and is being depreciated over 20 years on the straight
line method with a zero salvage value.
At the beginning
of the 17th year the adjusted basis will be $200,000
and the tax deduction for depreciation will be $50,000.
At the beginning of the 18th year the adjusted basis
would be $150,000, but the rule stated in this paragraph
would require the assumption that adjusted basis be
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deemed to be $200,000.
With 3 years of useful life
remaining, is depreciation for this purpose $66,667?
For the 20th and last year, is depreciation for this
purpose $200,000, or four times the straight line
depreciation?
Perhaps it is intended that depreciation
for each of the years 18, 19, and 20 would be $50,000.
There is another question.
What will be the amount of
the depreciation element in the 21st year--$50,000, or
$10,000 ($200,000 x 5%)?
In any event, this matter
should be clarified.

11.

It is suggested that the minimum element for deprecia
tion be the same for all taxpayers regardless of the
method actually used in computing tax depreciation on
the asset.
12.

In a case where property is owned by one party as idle
or standby equipment and is used for only a portion of
the year by a related party, it should be made clear
that the holding of property in standby constitutes
"use" by the owner.

Transfer of Use
of Intangible
Property
1.482-2(d)(3)

13.

From a practical tax administration standpoint it would
certainly seem appropriate to eliminate from the
definition of intangible property the following items
contained in subdivision (11)(e):

Methods, programs, systems, procedures,
campaigns, surveys, studies, forecasts,
estimates.
If these items remain in the definition, numerous
controversies will probably develop as to the proper
value for their use.
It does not seem likely that
taxpayers will attempt to place any value on their use
and yet it is quite likely that such items will be
freely made available for use by related companies.
Clearly any attempt at valuation by the Service will
result in placing arbitrary values on the use and timeconsuming "horse trading" will Invariably take place.
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If expenses are incurred in making such items avail
able to related parties, such expenses should, of
course, be considered in determining the proper charges
for services under Proposed Regulations Section 1.482-2(b).
14.

The requirement that a bona fide cost sharing arrange
ment be an agreement in writing seems an unnecessary
requirement.
Any proof of the existence of the arrange
ment should be sufficient.
It should be noted in this
connection that subparagraph (d) (1)(ii) (b) provides
for a possible setoff in situations involving the
rendering of services to a developer.
In such cases,
there is no requirement for an arrangement at all,
much less one in writing.

1.482- 2(d)(4)

Sales of
Intangible Property
1.482- 2(e)

15.

The Treasury press release announcing the proposed
regulations stated they would "facilitate intercompany
transactions, including exports by U.S. firms to their
affiliates.
For example, the proposed regulations
make clear that a U.S. company exporting goods to a
foreign subsidiary may determine its intercompany
selling price with reference to the competitive con
dition faced by that subsidiary."
In its insistence on arm's-length pricing, the Service
has apparently chosen to disregard Important differ
ences which are always present, between sales to a
foreign affiliate and sales to an independent foreign
distributor. Differences such as the following
normally have a significant value to the U.S. seller:
(a)

The foreign affiliate will not drop the
product line of the U.S. parent whenever
a Japanese or German competitor offers
better terms.

(b)

The foreign affiliate will not betray trade
secrets to competitors.

(c)

It will pass on to the parent any informa
tion obtained which will be useful to the
parent company.

(d)

In general, it will cooperate with and be
loyal to the U.S. parent.
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The regulations should make it clear that any arm’slength price, otherwise comparable, shall be adjusted
downward to the extent required to reflect the greater
cooperation received from a controlled company in the
promotion of exports, which motivated the parent to
set up the foreign affiliate .
The above is intended to apply to foreign affiliates
which perform real marketing functions outside the U.S.
16.

Under either the comparable uncontrolled price method
or the cost plus method, the Service will permit
pricing in a. controlled sale to give less than a normal
profit, where the purpose is to introduce a product
into an area or to meet competition. However, pricing
on this basis is generally allowed only if the same
price would have been charged in an uncontrolled sale
under comparable circumstances, and

(a)

The purchasing affiliate makes corresponding
reductions in its resale price to uncontrolled
purchasers, or

(b)

The purchasing affiliate engages in substantially
greater sales promotion activities for the par
ticular product than for other products.

These requirements may be difficult to meet, for
such reasons as the following:
(a.)

The selling affiliate may never have faced a
situation involving uncontrolled sales under
comparable circumstances.

(b)

It may not be good business for the purchasing
affiliate to make corresponding price reduc
tions on resale and, the purchasing affiliate
may have no other product line with which to
compare promotion expenses.

In such instances, the taxpayer should have the
opportunity to introduce any facts and circumstances
supporting a bona fide market penetration effort .
17.

We have stated our basic objection to the inflex
ibility of the priority system of establishing an
arm's-length price in our General Comments.
Speci
fically we recommend that the proposed regulations

- 7 should not be mandatory on District Directors but
should be essentially audit guidelines similar in
nature to the depreciation guidelines.
Thus, a
taxpayer may elect to follow the guidelines without
fear of arbitrary change but may, at the same time,
elect to use some other method if he feels he can
justify his position under the Code, regulations,
or case law.
A formalistic approach has been
rejected by Congress on the grounds that the matter
could best be covered by administrative guidelines.
(Conference Report 2508, 87th Congress, 2nd Session
pp. 18-19.)

The various methods outlined in the proposed
regulations should be considered as alternative
methods.
If the taxpayer can meet any of the tests,
the transaction should be considered arm's-length.
Moreover, the proposed regulations should be amended
to provide for Immunity from Section 482 adjustments:

(a)

In cases where finished goods are purchased and
resold by a related company acting as a distribu 
tor and the sales company's profit does not
exceed the lesser of (i) 10% of its gross receipts
from the sale of all property acquired and/or sold
in controlled sales, or (11) 150% of its expenses
Incurred in connection with such sales.
[Cf.
Section 970(a) (1).]

(b)

In cases where a manufacturer sells finished
goods to a related company which resells such
goods to the ultimate consumers, or in cases where
materials or components are sold to a related
company which adds substantial value through further
processing of the product, and the purchasing
company's profit on all such controlled sales does
not exceed the lesser of (1) 50% of the combined
profit from production and sales or (11), 150% of
the cost and/or expenses Incurred in connection
with such production and/or sales.
[Cf Regulations Section 1 863-3.]
18.

1 482-2(e)(3)(lv) The fact that a sale at a time other than the closest
point of time may be clearly more appropriate in
determining the "applicable resale price" should be
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included in the example.
This could be accomplished
by revising the next-to-last sentence in example (2)
to read as follows:
Assuming that a resale at some other time
is not demonstrated to be clearly more appropriate,
the applicable resale price of the generators sold
by X to Y on July 12 is $100 per generator because
that is the price of the resale closest in point
of time (July 10) to the sale in question.

